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The Securities and Exchange Commission today made public an opinion of 
its Chief Accountant in its Accounting Series relative to certain requirements 
of Regulation S-X. The opinion discusses the requirements as to disclosure by 
independent public accountants of the principle followed in including or ex-
cluding subsidiaries in the consolidated statements and the requirements when 
a subsidiary previously included is in the current statements excluded in or-
der to exhibit clearly the financial condition and results of operations of 
the registrant and its subsidiaries. 
The opinion, prepared by William W. Werntz, Chief Accountant, follows: 
"Inquiry has been made whether, under the rules of the Commission, it is 
necessary for an independent public accountant to indicate in his certificate 
that generally accepted accounting principles and practices have not been ap-
plied on a basis consistent with that of the preceding year where a wholly-
owned subsidiary consolidated in the preceding year is not to be consolidated 
in the year under review. The inquiry assumed that the registrant's policy 
in the past had been to consolidate all wholly-owned subsidiaries and that the 
current exclusion of the subsidiary from consolidation was due to changed con-
ditions and was made with a view to more fairly presenting the financial con-
dition and results of operations of the registrant and its subsidiaries. 
"The portions of Regulation S-X which seen directly involved are Rules 
4-02, 4-04, 3-07, and 2-02 (c). Rule 4-02 provides, in part, that: 
"'The registrant shall follow in the consolidated statements prin-
ciples of inclusion or exclusion which will clearly exhibit the financial 
condition and results of operations of the registrant and its subsidi-
aries .' 
"Rule 4-04 (a) requires that: 
"'The principle adopted in determining the inclusion and exclusion 
of subsidiaries in each consolidated balance sheet and in each group 
balance sheet of unconcolidated subsidiaries shall be stated in a note 
to the respective balance sheet.' 
"Rule 3-07 requires disclosure of any significant change in accounting 
principle or practice and, if the change substantially affects proper com-
parison with the preceding fiscal period, the necessary explanation. Final-
ly, subdivision (ii) of Rule 2-02 (c) requires the accountant's certificate 
to state clearly 'the opinion of the accountant as to any changes in accounting 
principles or practices required to be set forth by Rule 3-07.' 
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"To my mind it would be necessary under the rules of the Commission, 
unless the subsidiary involved was so small as to be immaterial, for the ac-
countant to indicate in his certificate that generally accepted accounting 
principles and practices had not been applied on a basis consistent with that 
of the preceding year. In stating the principles of inclusion or exclusion 
followed in a particular consolidation it is not sufficient under Rules 4-02 
and 4-04 (a) merely to indicate that the registrant is following in the con-
solidated statements principles of inclusion or exclusion which will clearly 
reflect the financial condition and results of operations of the registrant and 
its subsidiaries. A statement such as this would give no satisfactory informa-
tion to the reader and, indeed, would permit the use of widely different and 
shifting consolidations without constituting a change in the principles follow-
ed. Instead, the language of Rule 4-02 should be considered as setting a test 
which the specific principles adopted in a given case must meet. The specific 
principles followed should be objective and definite, such as, for example, 
that the registrant includes in consolidation all wholly-owned subsidiaries, 
or all domestic wholly-owned subsidiaries or all wholly-owned manufacturing 
subsidiaries. Any such principles would, of course, have to meet the general 
test prescribed in Rule 4-02. Furthermore, unless all subsidiaries which fall 
within the class designated by the specific principles of consolidation are, 
in fact, consolidated, the specific statement is clearly inaccurate and mis-
leading. It is therefore my opinion that the exclusion of the subsidiary in 
the case under discussion constitutes a change in the principles of consolida-
tion followed. 
"I think the operation of the rules referred to can best be indicated by 
the following illustration. Let us assume that a given registrant in its 1940 
statements consolidated all of its wholly-owned subsidiaries. In the 1941 
statements one significant wholly-owned foreign subsidiary was excluded by 
reason of the registrant's inability to obtain statements therefor. Under such 
circumstances Rule 4-04 (b) would require that the name of the excluded subsidi-
ary be given. The statement of the principles of consolidation required by 
Rule 4-04 (a) would have to be appropriately modified to indicate that the 
wholly-owned subsidiary was not consolidated. Rule 3-07 would require, if the 
change substantially affected comparison with prior years, an appropriate ex-
planation. Rule 2-02 (c) (ii) would require a statement in the certificate of 
the accountant's opinion as to the change in the principles of consolidation 
employed. 
"Thus, it would not be proper, in my opinion, for the accountant to rep-
resent that the statements presented fairly the financial condition of the com-
pany and its consolidated subsidiaries and the results of their operations for 
the fiscal year, in conformity with generally accepted accounting principles 
and practices applied on a basis consistent with that of the preceding year. 
Instead, it would, in my opinion, be necessary to indicate that the principles 
of consolidation had been changed. If the new basis met with the approval of 
the accountant, as it presumably would, a positive statement to that effect 
should be made. If it did not, it would seem necessary to take an exception 
which would run to the fairness of the presentation. 
"The above conclusion may be contrasted with a case similar in all re-
spects except that the subsidiary is dropped from consolidation because of 
sale of the investment therein. In cases such as this no change in the prin-
ciples of consolidation results, since all subsidiaries wholly owned at the 
date of the statement are included in the consolidation. Disclosure that the 
former subsidiary is not included would, however, be required by Rule 4-04 (b) 
and, under certain circumstances, Rule 3-06 might require that additional in-
formation, such as the reason for the change, be included either in the finan-
cial statements or in the accountant's certificate 
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